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MEMORANDUM

To: Members of the NARUC Communications Committee
From: Thomas L. Welch, Chairman
Date: October 21, 1997

Subject: High Cost Support, An Alternative Distribution Proposal

The accompanying document is the product of the working group, organized by Dave
Baker of Georgia and me at Bob Rowe’s request, charged with developing an approach to high
cost support that would address the issues raised by both high and low cost states concerning the
FCC plan. '

I think the plan embodied in the working group document represents a sound approach to
complying with the mandates of the Telecommunications Act, and I encourage your consideration
and support.
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I.  Background

The purpose of this document is to propose an alternative to the FCC’s plan for distributing
federal high cost support to rural areas. This proposal was prepared at the request of the
Chairman of the Communications Committee of the National Association of Regulatory
Commissioners and is to be considered by that committee.

Under the supervision of Commissioners David Baker of the Georgia Public Service
Commission and Thomas Welch of the Maine Public Utilities Commission, staff from several
states, including Georgia, Maine, Maryland, New York and Vermont, have conducted weekly

‘telephone conferences to develop the proposal described in this paper. The goal of this work has
been to find a method of distributing federal high cost support that could be supported by both
high-cost and low-cost states.

" The proposal'described below was-designed to allow the FCC to meet-its statutory -
obligation to provide sufficient support for high cost areas, but to use no more than the amount of
money that the FCC has indicated it would otherwise be willing to raise from the interstate
revenues of interstate carriers.

The proposed plan provides sufficient federal support from interstate sources so that each
state’s average costs, net of that federal support, do not exceed the national average cost. To
achieve that objective, support is calculated using the lower of each state’s forward-looking or
embedded costs. However, no state receives less than the total amount of support currently
received by "cost companies" in that state from the current federal loop and switching support
mechanisms. After this federal support is paid to states, individual state commissions will
distribute these funds, together with any funds generated through supplemental state programs, to
qualifying local exchange companies, thereby ensuring that rates in rural areas are reasonably
comparable with rates in urban areas. State action would have to be consistent with the Act’s
requirements.

II. Support For High Cost Areas

A. The Existing Support System

State utility commissions and the Federal Communications Commission (FCC) have
separate jurisdiction over telecommunications services. State commissions set rates for intrastate
telecommunications services, including local exchange service. The FCC sets rates for interstate
services, including interstate toll calls. Telephone company revenues and costs are thus now
"separated" into state and interstate components.
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Currently the FCC provides two mechanisms to support local exchange companies. These
federal programs have significant although indirect effects on those companies’ intrastate rates,
including local service rates.

The first federal program provides loop support to some local exchange carriers with high
costs. This high cost support is intended to ensure that local telephone rates are priced within the
means of the average subscriber in all areas of the country.! Approximately one-half of the
country’s local exchange companies receive high cost support, and these companies serve
approximately one-fifth of the nation’s telephone customers. The amount of high cost support
each carrier receives is based upon the difference between that carrier’s "non-traffic sensitive"
cost and the national average cost. These non-traffic sensitive costs consist largely of loop costs,
although some switching costs are included. Only carriers with costs greater than 115 % of the
national average cost are eligible for this support.: High cost support is reduced substantially for
companies serving more than 200,000 lines, a feature that has been strongly criticized by some
states. Based on the current rules, the total amount of high cost loop support is $776 million in
1997. High cost support payments are not provided directly as cash payments to qualifying
companies but are accomplished through the separations (Part 36) process.>

The second federal support mechanism allows local exchange carriers serving fewer than
50,000 lines to multiply the interstate ratio of their "dial equipment minutes of use" by a factor
that depends upon the number of lines served by the carrier. This effectively transfers costs from
the carriers’ state to its interstate jurisdiction, thereby allowing a reduction in the intrastate rates
set by state commissions. The total annual amount of this support, which is referred to as "DEM
weighting," is estimated at $311 million, of which about $195 million goes to "cost basis"
companies.>

B. The Telecommunications Act of 1996
The Telecommunications Act of 1996 (Act) requires the FCC to enact "specific,
predictable, and sufficient mechanisms" to protect universal service.* These mechanisms must

' Amendment of Part 67 of the commission’s Rules and Establishment of a Joint Board, FCC 83-564, CC
Docket No. 80-286, Decision and Order adopted December 1, 1983, at paragraphs. 30, 33.

? Under that process, companies receiving loop support have their intrastate costs reduced (and their interstate
costs increased) by the amount of that support.

> The most recent information on DEM weighting comes from the 1996 Monitoring Report of the Docket
80-286 Joint Board, and covers the year 1993. Those figures are used here, without adjustment for inflation. The 1993
total of DEM weighting for cost basis companies was $182 million.

* 47 U.S.C. § 254(d).
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ensure that consumers in all regions of the country, including those in rural, insular, and high cost
areas, have access to telecommunications and information services that are "reasonably
comparable” to those services provided in urban areas, at rates that are also reasonably
comparable to rates charged in urban areas.’ .

Some high cost states have argued that this new language requires a substantial increase in
federal support for high cost areas. The argument takes at least three forms:

1. The existing system discriminates in favor of rural customers who are served by
small carriers and against rural customers who are served by large carriers.® The Act
prohibits continuation of this discrimination.

2. The existing system is based upon a comparison of a carrier’s costs with national

average costs. However, national average costs are higher than urban costs because costs - = - -~ -~

per line generally decrease as line density increases. The Act requires that rates in rural
areas be "reasonably comparable" to rates in urban areas and that the spectrum of services
that are available in rural areas be reasonably comparable to those in urban areas.

3. The fundamental policy goal of the Act is to promote competition in the local
+ exchange market. Since increasing competition generally drives prices closer to costs, and
since many local rate designs today average rates between high-cost and low-cost areas,
increased competition in the local exchange market is widely expected to reduce rates in
low-cost urban areas. This in turn may drive up local exchange rates in high-cost rural
areas, jeopardizing universal service in those areas.

Low cost states, on the other hand, have expressed a desire to set universal service support
at the minimum level consistent with the objectives of the Act. These states have also taken the
position that federal support for high cost areas should be drawn from a surcharge on the
interstate revenues of interstate carriers, but not the intrastate revenues of those carriers.

Bothlow cost and high cost states recognize all states are acting to represent the legitimate
concerns of their citizens. Both groups of states desire to work togcther to achieve the
Telecommunications Act’s purposes.

5 47 U.S.C. § 254(b)(3).

¢ The current system provides less support for carrier serving more than 200,000 access lines.
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C. The FCC Order
In its May 8, 1997 Universal Service Order, the FCC made five fundamental decisions

regarding support for high cost areas.

1. The FCC will raise money for high cost support by imposing a charge only on interstate
revenues of interstate carriers.” This makes available a national revenue stream of
approximately $65 billion from which to draw support for high cost areas.®

2. The FCC will distribute support to any eligible carrier providing service to a customer.’

3. The FCC will distribute high cost support based upon the results of a forward-looking
cost model.’® The calculated need for support will be the difference between a carrier’s
- forward-looking cost and a.national "benchmark" amount.

4. The FCC will provide 25 % of the calculated support needed."

5. The FCC will apply federal universal service support to a carrier’s revenues in the
interstate jurisdiction, in order to reduce the carrier’s interstate access charges.'

There are two leading models for estimating the "forward looking" costs of providing
telephone service, the "Hatfield" and the "BCPM" models. Each of these models predicts a total
amount of support needed in each area of the country if a particular "benchmark" is set for
company revenues. For purposes of this proposal, a third or "Blended Cost Model" was created,
consisting simply of the mean results of the two other models. It is possible to estimate the effects
of the FCC’s decision using any of these cost models. However, because a final cost model has

7 Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Order of May 8, 1997, at
paragraph 831.

® Previously, the states had disagreed about whether the FCC could or should also impose a surcharge on the
approximately $102 billion in the intrastate retail revenue stream.

® Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Order of May 8, 1997, at
paragraphs 271 et.seq.

'° Id. at paragraph 224-26.
' Id. at paragraph 269.

'2 Matter of Access Charge Reform, CC Docket Nos. 96-262, 94-1, 91-213 & 95-72, First Report and Order,
Released May 16, 1997, at paragraph 381. As to rural carriers not under price caps, the FCC also said that these
carriers should "continue to apply any revenues received from the modified universal service support mechanism that
replace amounts received under the current high cost support system to the accounts to which they are currently applying
high cost support.” Id. at paragraph 385.
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not been established, numbers in this report should be considered as "indicators" rather than as
specific outcomes.

The Blended Cost Model estimates that the national need for support is $7.8 billion per
year. To pay 25 % of this, the FCC would need to raise $1.96 billion, This would require a
surcharge of approximately 3.0 % on all interstate carriers’ interstate revenues.

If the FCC provides 25% of the support needed, states may choose to make up the
remaining 75% of need through supplemental state programs. In that case, the results will vary by
state. For example, North Dakota, which has a large total need, would need to raise and
distribute $16.25 per line per month. To raise this much money, North Dakota would need to
impose a surcharge of 35 % on its carriers’ intrastate revenues. Similarly, other rural states like
Idaho, Montana, South Dakota, and Wyoming all would need surcharge rates higher than 20 %.

" By contrast, the District of Columbia-would not-need to raise any:supplemental funds. . .. . . .

Other states with large urban populations would need only modest surcharges. California,
Massachusetts and New Jersey could each meet their own needs at surcharge rates below 2 %.

Several high cost states have appealed the FCC’s universal service order or sought
reconsideration, asserting that the FCC scheme of paying only 25% of needed support for high
costs, and then.assigning those funds to the interstate jurisdiction to reduce access rates, is
inconsistent with the statutory mandates of providing federal support under section 254 for rural
areas. In particular, these states contend that any system that requires some states to pay such a
surcharge of 20 % or more, while allowing other states to impose only nominal surcharges or
none at all would, on its face, fail the statutory test of "reasonably comparable” rates. If the
courts should agree with these arguments, the results of the Blended Cost Model suggest that a
federal support program of almost eight billion dollars could result.

Low cost states have other concerns. Some low cost states are concerned that the
establishment of a large federal fund could draw significant funds from their states for the benefit
of other states. Such transfers might be particularly difficult for low cost states with substantial
low-income populations. Some low cost states are also concerned about possible changes in state
and federal regulatory roles that might follow from the establishment of a large federal fund.

III. The Distribution of Costs

The two forward looking cost models under consideration by the FCC each perform
detailed cost analyses in small geographic areas. Each model then sorts these geographic areas
into zones based upon the density of telephone lines per square mile. While it is not possible to
blend the analyses of the two models, either model can be used to examine how density affects
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cost.” The results clearly indicate that it is more expensive to provide telecommunications
services in rural states than in more densely populated states.

Figure 1 shows, for five states, how forward-looking costs vary in the nine density zones
used by the Hatfield model."

Fig. 1. Average Cost by Density -
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As Figure 1 illustrates, the Hatfield model predicts some cost variations from state to state,
but comparatively larger variations from one density zone to another. For the most rural density
zone (0 to S lines per square mile), costs are typically in the range of $100 per line per month.'®
In the second density zone (5 to 100 lines per square mile), costs are in the range of $40 to $45
per line per month. On the right side on the graph, in the three density zones where density
exceeds 2,550 lines per square mile, costs average $12.77 per month.

1* As mentioned above, the Blended Cost Model was prepared because no cost model has yet been adopted by
the FCC. The Blended Cost Model, however, is merely an averaging of state-by-state results of the two leading models,
BCPM and Hatfield. The density zone analysis within the two models cannot be averaged, however, because they do not
agree on the number of density zones and because they do not agree on the upper and lower bounds of the density zones.

!4 Seven zones are used in the BCPM analysis. While the precise numbers may vary, substituting the BCPM
model for the Hatfield model produces similar results.

* The Hatfield Model data used here was derived from the model author’s run using standard design
parameters. The five states shown are representative of urban and rural states. Nevertheless, costs in some states were
higher or lower than the amounts shown here, particularly in the lowest density zone, from 0 to 5 lines per square mile.
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There is little uniformity from state to state, however, with regard to demographics.
Figures 2 and 3 show the percentage of access lines found within each density zone for the same
five states represented in Figure 1.

Fig. 2. Access Lines by Density -
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The two more urban states, California and New York, are represented in Figure 2. In
California, 72% of the state’s access lines are located in the three most dense zones, located on
the right side of the graph. The Hatfield study reports the average weighted cost in these three
zones in California to be $12.19 per line per month. In New York, 68% of the access lines are
found in those same three densely populated zones with an average cost of $12.89 per line per
month.

The combination of few high-cost lines and many low-cost lines within an urban state
~inevitably produces a low statewide average cost. Average costs predicted by the Hatfield model
are $15.01 in California and $17.21 in New York. These states have lower statewide average
costs than the national average cost of $20.52.

In rural states, settlement patterns are quite different. Figure 3 shows the corresponding
data for Arkansas, Maine, and Vermont, three states that are more rural than either California or
New York. The graph indicates that a greater percentage of access lines in these rural states are
found in the lower density zones on the left side of the graph. Indeed, a significant portion of
telephone customers in these states live in the second density zone (where density is between 5 to
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100 lines per square mile). The characteristic cost within this density zone is approximately $45

per line per month.'¢
Figure 3 also shows that each of these three rural states has only a small proportion of its
access lines located in the three highest density zones. Therefore these states have relatively few

low-cost lines.

Fig. 3. Access Lines by Density - Three High Cost States
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A state with a high percentage of its access lines in high cost areas generally will have a high
average cost. Average costs predicted by the Hatfield model are $31.43 in Arkansas, $30.42 in
Maine, and $29.45 in Vermont. The statewide average in all three states is about $10 higher than
the national average cost.

Since a high proportion of access lines in these rural states are in low-density and high-cost

-areas; these states may also have a higher proportion of customers at risk from any rate
deaveraging that might follow local exchange competition. While density is not the only
determinant of high cost, this analysis demonstrates that some rural states have a high proportion
of their access lines in high cost areas. These areas would be particularly vulnerable to rate
increases, and the ensuing loss of penetration, if funding for high cost support is insufficient.

!¢ Each of the three states also shows increased population in the fifth density zone. This presumably results
from the effects of small cities, like Little Rock, Portland, and Burlington. The cost characteristic of this density zone is
about $£15 per month.
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IV. Principles For the Federal High Cost Support Mechanism

A. Overall Objective
The alternative support plan presented in this paper was designed to produce a federal

universal service support mechanism that generates as small a fund as possible yet is consistent
with the statutory objective of reasonably comparable rates and services. To accomplish this, the
proposal provides federal support to those high cost states that are unable to internally generate
the support necessary to maintain rates in high cost areas that are reasonably comparable to rates
in urban areas. These states cannot meet the statutory objectives without receiving outside funds
because they do not have within their boundaries enough customers (and accompanying revenue)
in low cost areas from which to draw that support. In sum, federal support would be provided
when it is impossible for a state to internally generate enough support (via a state surcharge on

intrastate services) to ensure that rates in'rural areas in the state are reasonably-comparable to- - - - =

urban average rates in the nation. This means the plan must provide support to states with an
average cost that is significantly above the national average cost.

B.  Principles
The following principles are tentatively adopted for the collection and distribution of federal

universal service funds.

1. Intrastate Purpose.
The principal purpose of high cost support is to establish conditions that permit states to

maintain reasonably comparable intrastate rates, and not to reduce interstate access charges.

2. Sufficiency.

Consumers in rural, insular and high cost areas should have access to a similar spectrum of
telecommunications services as consumers in urban areas. These services in rural areas should be
available at rates that are reasonably comparable to rates charged for similar services in urban
areas. This requires federal support for at least some high cost areas. Support mechanisms must
be specific, predictable, and sufficient to allow rates to be affordable.

ok
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3. Cost-based.

While the federal law speaks to reasonably comparable rates, the use of costs instead of
rates is a more consistent measure of a need for federal support in high cost areas. Rates are
influenced by numerous uncontrolled variables, such as differences in the allocation of costs
between toll and local services and differences in the size of local calling areas.

4.  Separations.
Any support system for high cost areas must reflect and be compatible with the federal rules

for jurisdictional separation of costs and revenues.

5.  State Authority.

" """Federal support for high-cost-areas should be distributed-in a way.that affords maximum ,. ... ...

respect to the separation of jurisdictions between the federal and state governments, and in
particular to the duty of state commissions to set rates for intrastate telecommunications services.

6.  Competitive Neutrality.
Collection and distribution of high cost support should be competitively neutral.

C. Principles Conditionally Supported
The following set of principles, when taken in their entirety, are considered to produce a legally
acceptable method to calculate federal support for high cost areas.

1.  Interstate Revenues.
Collections for the federal high cost support program should be derived from a charge on
only the interstate revenues of interstate carriers.

2.  Minimum Size.
The federal high cost support program should be as small as possible, consistent with other
principles, and its size should be as close to the size of the current federal loop and switch support
programs as reasonably practicable.
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3. Rural and Non-Rural.
A single federal support program should apply to both rural and non-rural companies,
without regard to their size. Also, the same program should apply in both rural and non-rural
areas.

4.  Loop and Switch.
A single federal support program should replace both the existing federal high cost and
DEM weighting programs.'’

5. Rates Comparable Nationally.
The Act requires that rates be reasonably comparable, not only between urban and rural

areas within a single state, but also between urban and rural areas in.different states. .. . . . _

6.  Assumed State Effort.

The total amount of federal support for high cost areas may be reduced because the states
also bear a portion of responsibility for providing support in their high cost areas and ensuring
that rate levels are comparable to those in urban areas throughout the United States. The level of
federal support should be sufficient to permit each state to achieve the objective of having rates
equal to the overall national average. Thereafter, the states have the burden, with resources

drawn from within the state, to ensure that rates in rural and high cost areas are reasonably
comparable to urban rates.

7.  State Grants.

Federal support should be distributed to states in the form of a grant to be administered by
state commissions. Use of such funds should be limited to support of universal service in state-
identified high cost areas. Such distributions should be based on state-performed cost studies
meeting minimum criteria established by the FCC.

'7 Other support mechanisms, such as "Long Term Support” are not considered here because they do not
directly affect intrastate rates.
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8.  Use of National Average Costs.

National average costs are about 50 % above urban average costs.'* This is an acceptable
definition of costs that are "reasonably comparable" to urban costs. This means that if the federal
and state support systems could ensure that no customer faced a carrier with net costs above the
national average, the system thereby could meet the statutory criterion of "reasonably
comparable" rates.

9.  Separations Effect.
A portion of loop and other costs are presently assigned by Part 36 of the Code of Federal
Regulations to the interstate jurisdiction. Therefore, federal support for intrastate rates in high
cost states should be equal to the intrastate portion ** of the difference between a state’s average
"cost and the national average cost. This ensures adequate federal support and prevents.double - . ... ...
recovery.

10. Cost Models.

Federal support of high cost areas should be based upon the lesser of forward-looking and
embedded costs. This will ameliorate the tendency of some forward-looking cost models to
overstate costs in some areas because of the inaccuracy of modeling customer locations. It will
also reduce the overall size of the federal fund.”®

'8 For example, as noted earlier, the Hatfield model reports the average cost within each state by density zone.
Three of nine Hatfield zones have a density of 2,550 lines per square mile or more. If "urban areas” are defined as areas
with at least 2,550 lines per square mile, the cost under the Hatfield model in such areas appears, nationwide, to be
$12.77 per line per month. The Hatfield model also reports the national average cost, in all density zones, to be $20.52
per month. :The national average under Hatfield is therefore about 60 % higher than the urban average.

Using the results of the BCPM model, version 1.1, a similar result is found. BCPM version 1.1 reports a
nationwide average cost of $35.30. Under BCPM there are two density zones (of seven) with a density of more than
2,000 lines per square mile. The average cost in these zones is $24.25. The national average is therefore 46 % higher
than the average.

'* The 75 % factor used in the estimates here is an approximation of the composite state separations factor. It
is used here for illustrative purposes to determine the approximate size of the federal fund required.

The final plan should use each state’s individual composite separations factor in lieu of the fixed 75 % amount.
That change would not significantly alter the amount of money allocated to each state nor would it significantly alter the
total size of the fund.

 The logic supporting the lower of forward-looking and embedded costs is the same as that used to support
the FCC’s bidding proposal. That is, if bidding is adopted as a method for providing universal service, it would be
expected that the winning bid in most areas would be based upon the lower of the incumbent LEC’s embedded costs and
a new competitor’s forward-looking costs of constructing a new network.
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11. Hold Harmless.

Federal support for a state should be not less than the amount currently received by carriers
in that state in the form of high cost support plus DEM weighting for cost companies.

Y. How Does the Proposal Work?

In accordance with the preceding principles, a five part calculation will produce a federal
support amount for each state which, in conjunction with state programs, will meet the statutory
criterion of reasonably comparable rates.

The estimated support amounts using this methodology are attached in Appendix A. Itis
important to note that the data used in Appendix A have some limitations, and should be

‘consideréd illustrative rather than definitive: -As more refined data become available, support for .. .. .

individual states may increase or decrease. The data presented should, however, be sufficiently
accurate to permit assessment of the validity of the model for distribution proposed here.

A. Step 1 - Forward Looking Support

In this step, the average cost in each state is calculated using a forward-looking cost model.
Since the BCPM and Hatfield models seem to be the leading contenders for approval, the mean of
the outputs from these two models is used ("Blended Cost Model"). Federal support under Step
1 is set equal to 75 %' of that amount which, if distributed to carriers, would allow the state’s net
cost to be reduced to the national average.?

For example, under the Blended Cost Model, Alabama has an average cost of $37.43 per
line per month. This is $9.31 above the national average of $28.12. Alabama’s Step 1 support
level therefore is $6.98 per line per month, which is 75% of $9.31.

By contrast, California has an average cost of $21.94 per line per month. This is below the
national average of $28.12. Therefore, California does not receive any support from Step 1.

The amounts of support calculated in this way on a state-by-state basis is considerably
smaller than the support calculated by the same models at the wire center or census block level.
The reason is that the calculation here aims only to reduce each state’s average cost, not to

' The 75 % factor used here is an approximation of the composite state separations factor. It is used here for
illustrative purposes to determine the approximate size of the federal fund required, It may be desirable in the final plan
to use each state’s individual composite separations factor in lieu of the fixed 75 % amount. That change would not
dramatically alter the amount of money allocated to each state nor would it dramatically alter the total size of the fund.

2 The traditional outputs of forward-looking cost models is an amount of "support needed,” assuming a
particular benchmark. The calculation here disregards this traditional output of the cost models. Rather, the only
outputs used are average cost and number of lines.
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provide support to each small geographic area within the state that might have high cost. States
are free to provide the extra level of support, as authorized by the Act.? States with low average
cost, however, will not get federal support, and would have to support their own high cost areas

from state-generated funds.

B. Step 2 - Embedded Cost Support
The calculation here is the same as in Step 1, except that embedded costs are used instead

of forward-looking costs.**

C. Step 3 - Lesser of Above
This step calculates the lesser of the results from Step 1 and Step 2.

- The effect of this stepis to ensure that the forward looking cost models do not overstate the
real need for support in a state. When a state has embedded costs that are lower than the
projected forward-looking costs, this could be due to modeling error. Alternatively, embedded
costs might be low in that state because of depreciation or for other reasons. In either case,
limiting support to the lesser of forward-looking need or embedded need conserves federal
financial resources and reduces the likely effect of any errors that might remain in the cost proxy

models.

2 47U.S.C. § 254(f).

*  Embedded cost is set equal to the sum of:
(2) 1996 unseparated NTS revenue requirement of all carriers, as reported to the FCC and as further

reported in the 1997 Monitoring Report prepared by the Docket 80-286 Joint Board staff, and
(b) 1993 DEM weighting for carriers not treated as average schedule companies, as reported in the
May, 1996 Monitoring Report prepared by the Docket 80-286 Joint Board staff.

Ideally, data used in Step 2 would represent more than loop costs and switching costs, and would include come
transport costs. Such costs are included in the Step 1 distribution data. Also, data used in Step 2 would ideally include
actual embedded statewide average switching costs per line, not the DEM weighting data used here. Further work may
be needed to make the data used in Step 2 more consistent with the costs imposed by services eligible for universal

service support.

e e o
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D. Step 4 - Hold Harmless
This step calculates a hold-harmless level for each state. The amount is the sum, in 1997, of

projected high cost support to carriers in that state, plus DEM weighting for local exchange
companies that are not average schedule companies.”

E. Step 5 - Greater of Above

This step takes the larger of the resuits from Step 3 and Step 4. It simply sets the hold-
harmless amount as the minimum support level for each state.

The amount of support calculated in step 5 would be distributed to each state commission,
and then be further distributed by that state commission to support the provision of universal
service to-customers in high cost areas, using a'mechanism selected by the state commission.

The FCC would review state plans for distributing these funds. The FCC would approve
any state plan that meets two requirements. State plans would need to advance the objectives of
section 254 of the Act, including the requirement that rates and service in rural areas be

reasonably comparable to those in urban areas. State plans would also need to be competitively
neutral *®

V1. Benefits

The proposed program described above would have the following benefits:

1. Benefit to state jurisdictions maximized.

Under the FCC’s plan for high cost support, as announced on May 8, high cost support
would be used to reduce interstate access charges. Thus the immediate beneficiaries of the FCC’s
program would be interstate service providers who might then choose to pass these cost
reductions along in the form of rate reductions. If rates were reduced, benefits would not

necessarily flow to the states from which the contributions came, but, under the Act,?” would
produce nationwide toll rate decreases.

¥ The amount shown in the attachments may be an underestimate. The data used here include:
(a) a NECA estimate of high cost support for 1997 made during the summer of 1997, and .
(b) 1993 DEM weighting for carriers not treated as average schedule companies, as reported in the
May, 1996 Monitoring Report prepared by the Docket 80-286 Joint Board staff. The latter data may be an
underestimate of the current cost of the DEM weighting program.

* The compelitive neutrality requirement might require that carrier support be "portable.”

7 47 U.S.C. §254(g).
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Under this alternative plan, while the benefits vary greatly from one state to another, all of
the money produced would be used by state commissions to reduce intrastate rates. This is
consistent with the purpose of the present high cost funding program.

2. Cost minimized.

The total cost at Step 5 of the Proposal, using the Blended Cost Model, is estimated at
$1.68 billion. This is an increase from the current total support (high cost and DEM weighting)
of approximately $1 billion.

This proposal will actually impose a smaller financial burden on interstate revenues than the
FCC’s current plan. It is estimated that the cost of implementing the FCC’s plan for high cost
funding alone (as per the May 8 order) would be $1.96 billion, again assuming the Blended Cost
Model. ‘ : : : .

This plan also requires considerably less support than that calculated by the leading
forward-looking cost models. Those models calculate support on a wire-center-by-wire-center
basis (or smaller). The size of the fund is determined by adding together the difference between
the cost of providing service in each wire center and a national benchmark of $31 for residential
-“lines and $51 for business lines. . The Blended Cost Model predicts a national fund of $7.8 billion
if all costs must be paid by federal high cost support.”

3. Intrastate revenues unaffected.

This proposal would be financed by a surcharge on the interstate revenues of interstate
carriers. Intrastate revenues would not be affected.

4. Sufficiency.

Assuming that the national average cost is "reasonably comparable" to urban costs, this
proposal, in conjunction with state-raised funds, would be sufficient to ensure that all rural areas
have intrastate rates no higher than those "reasonably comparable" to urban areas.

5. Benefits flow to all rural areas.
This plan treats all rural customers equally. The size of a carrier (e.g. > 50,000 lines or >
200,000 lines) is not considered in the calculation. By contrast, the FCC’s plan differentiates

* The difference between the amount of support provided in this proposal and that provided on a wire center
model is approximately equal to the amount of the existing implicit subsidies in a study area. Under the plan proposed

here, states would be responsible for funding any implicit subsidies they choose to make explicit through their state
universal service funds.
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between rural customers served by "rural carriers” and rural customers served by "non-rural

carriers."

6. State jurisdiction protected.

There would be no requirement that states take any particular action in setting intrastate
rates. States would, however, be jointly responsible with the FCC for ensuring that the universal
service mandates of the Act are fulfilled.

7._State discretion.

State commissions would need to develop a mechanism to distribute high cost support.”
However, they would have discretion, within the constraints of the Telecommunications Act, to
apply federal support where it is needed. - In particular, states could decide-whether to reduce toll - -
charges or dial tone charges. States could also allocate support among large companies and small
companies.

8. Competitive neutrality.

Federal funds would be distributed to state commissions, and the federal distribution would
therefore be competitively neutral. In distributing these funds, state commissions would also
demonstrate, based on their plans approved by the FCC, that they would not establish a
preference for a particular kind of carrier or technology.

9. Cost-based.
Support would be distributed based upon costs, both forward-looking and embedded.

10. Litigation risk minimized.
~ This proposal could eliminate the uncertainty arising from pending litigation in the Fifth
Circuit of the United States Court of Appeals. In that court, at least one low-average-cost state is
seeking to determine whether the FCC has authority to levy charges on the intrastate revenues of
interstate carriers. In addition, at least one high-average-cost state is seeking a ruling on whether
the FCC’s May 8 order is sufficient to ensure that rates in rural and high cost areas will be

reasonably comparable to rates in urban areas.
If the Court should rule in favor of the high-average-cost state that the FCC must provide
all of the support calculated under a forward looking cost model, the Blended Model would

™ That burden would be likely to fall on states in any case if the existing FCC order were implemented.
Several states already have high cost support mechanisms in place.
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predict that the size of the federal fund might need to be $7.8 billion, more than four times as
large as the fund required here.

11. All states benefit.

As compared to the FCC plan, which would raise $2 billion but provide no support to the
intrastate jurisdiction, this plan benefits every state.*® In several cases, the alternative plan would
not increase support to a particular state; yet the citizens in that state would make a smaller
contribution to the federal fund than under the FCC plan.

% The FCC’s plan would also be likely to produce benefits to customers in all states in the form of national
reductions in interstate toll rates. While this could be a substantial benefit to telephone customers in each state, the
magnitude of such reductions is unknown.

This analysis assumes that the FCC plan would not give any support to the intrastate jurisdiction. The FCC’s
intentions on this question are not entirely clear, and several states have requested clarification on this point.



High Cost Modeling Project
Federal Support to intrastate Jurisdiction
Block Grant to State - Part 1 - Support Cakculation

Step 1: Calculate 75% of excess forward looking cost above stated threshold,
Step 2: Calculate 75% of excess embedded cost above stated threshold.

Step 3: Caiculate the lesser of results 1 and 2,
Step 4: Calculate 1997 USF payments times stated protection level.

10/31/07 13:28 | Step 5: Federal support equals greater of results 3 and 4.
Federal Support to Intrastate Jurisdiction

Step 1: Step 2: Step 3: Step 4: . Step &:

Cakculate Forward- Calculate Embedded | Lesserof Hold Harmless Federal Support =

Looking Support Cost Support Steps 1 and 2 Greater of Steps 38 4

Threshold= 100% ] Threshoid= 100% Protection Level =
orm $§ 2812 or= $§ 2078 100%
per line Annual per line Annual per line Annual per line Annual per line Annual
per mo. Total per mo. Total per mo. Total per mo. Total per mo. Total

{$ 21/ mo) | (S millions)] ($/1/mo) | ($ millions)] ($/1/mo) [($ millions)| ($/1/mo) |($ millions}| ($7/1/mo) | ($ millions)
Alabama $ 698 $ 188 | $ 127 § M4|s 127§ Mls 111§ 08 127 § 34
Arizona $ 056 § 16|$ 844 § 245 | $ 056 $ 1619 071 § 2118 071 $ 21
Arkansas $ 1059 § 16118 657 $ 1001 $ 657 § 100§ 326 § 501$ 657 §$ 100
Califomnia $ - S - $ - $ - $ - $ - $ 016 $ 383 0.16 $ 38
Colorado s 1.16 $ 3]s 092 $ 268 092 $ 261% 051 _$ 261% 092 $° 26
Connecticut $ - S - $ - $ - $ - $ - $ - $ - $ - $ -
Delaware $ - s - $ - $ - $ - $ - $ - $ - $ - $ -
District of Columbia| $ - s - $ - $ - $ - $ - $ - $ - $ - $ -
Flocida $ - $ - $ 335 § 381 1S - $ - $ 025 $ . 28| .p25.%5 . 28
Georgia $ 227 $ 116 ] $ 406 $ 20718 227 $ 1163 081 S 4113 227 $ 116
Hawaii $ - $ - $ 124 $ 101§ - $ - $ - $ - $ - $ -
ldaho 1 992 $ 7518 461 § KUR R 461 § 35(s 312 § 24| $ 461 $ 35
fMlinots $ - $ - $ - $ - $ - $ - $ 008 $ 718 008 $ 7
Indiana $ 154 $ 601$ - $ - $ - $ - $ 014 $ 5|% 014 $ 5
lowa s 750 $ 138 1% - S - S - S - $ 021§ 418 021 $ 4
Kansas s 687 S 1211 $ 293 §$ 53|88 299 § 53|$ 234 % 4118 299 § 83
Kentucky $ 731 § 171 $ 318 7418 318 § 74 (S 053 § 1219% 318 § 74
Louisiana $ 236 § 65($ 458 §$ 126 | $ 236 $ 65% 167 § 46| 235 § 65
Maine $ 818 $ 74 | $ 447 S 411 $ 447 S 4118 106 $ 101§ 447 $ 41
Maryland S - S - $ - s - 3 - s - $ - s - $ - $ -
Massachusetts $ - $ - $ - $ - $ - $ - $ 000 $ 01s 000 § 0
Michigan $ - s - $ - $ - S - $ - $ 028 § 20108 028 § 20
Minnesota $ 328 $ 107 (| $ - $ - $ - $ - $ 035 $ 12218 035 § 12
Mississippl $ 1026 §$ 153 1)$ 685 $ 1028 685 $ 1021]% 119 $ 188 685 $ 102
Missouri s 337 5 1231 $ 105 § 39S 105 $ 3918 093 § 3413 105§ 39
Montana $ 1925 §$ 11118 655 § 381s 655 §$ 381$ 421 § 24|$ 655 § 38
Nebraska $ 898 §$ 1031$ - S - $ - $ - $ 103 $ 121§ 103 § 12
Nevada S - $ - $ - $ - s - $ - b 053 § 7% 053 $ 7
New Hampshire $ 262 $ 231s 535 § 431 262 § 23|$ 0SS $ 91s 262 $ 23
New Jersey S - s - S - 3 - $ - 3 - $ 002 $ 118 002 $ . 1
New Mexico $ 857 $ 8618 522 % 5319% 522 § 5318 260 § 2618 522 § 53
New York $ - s - $ 118 $ 170 | $ - $ - $ 015 § 22 |8 015 § 22
North Carolina s 347 $ 176 | § 268 s 136 | $ 268 § 136 | $ 047 $ 2413 268 § 136
North Dakota $ 1834 § 8118 228 $ 1118 229§ 1118 183 § 913 229 § 11
Ohio 3 .= s - $ - 3 - $ - $ - 3 006 3 S|$ 0068 $ 5
Okiahoma $ 652 $ 140 1| s 248 $ 53|$ 248 $ 53|% 168 $ B|S 248 $ 53
Oregon $ 352 $ 78| S 201 $ 451 S 201 $ 451s 093 $ 2118 201 § 45
Pennsylvania $ - $ - $ - $ - 43 -3 - |s o004 s 418 o004 s 4
Rhode Island s . s - s - 3 - s - $ $ - H - $ - $ .
South Carolina s 462 § 10918 644 $ 152 1 $ 462 $ 1091$ 135§ 3213 462 ' $ 08
South Dakota $ 1858 § 93ls 081 $ 419 081 $ 413 124 § 619% 124 § 6
Tennessea $ 364 § 134 | $ 153 §$ 56($ 153 § 561% 021 $ 8ls 153 § 58
Texas 3 029 § 7t 172 § 2201$ 029 § 7|s 071 $ 90!s 071 $ 90
Utah $ 125 % 159 - $ - 3 - $ - $ 045 § S1$ 045 § 5
Veﬂ'ponl s 789 $ 351% 741 _$ 3213 711§ 3218 1.77_ % 8|$ 711 $ 32
Virginia $ 037 3 18(s -3 - s -8 - s o011 s 58 041 § 5
WaShmﬂqu $ - $ - s 020 § 81($ - $ - $ 071 $ 2818 071 § 28
West Virginia $ 1117 123 (S 584 $ 6419 584 §$ 64|$ 181 § 2019 584 § 64
Wisconsin $ 229 § 84153 - S - $ - $ - $ 056 $ FANE 056 $ 21
Wyoming 1941 _$ 641% 8.78 $ 2918 8.78 $ 2913 333 % 1113 878 $ 29
Totat s 3123 s 2591 1,39 s
Maximum Value 2 L$__ 1,391 839 I$ 18675

Minimum Value
National Average
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10/31/97 13:38
Fw'd Looking Cost Models - Blended Embedded Costs Hold - Harmless Revenue Bases
Average Cost _ Base
Access Costper | Excess | Unsep.NTS Rev. Req. (USF + DEM) Interstate | Intrastate
Lines Access Cost Plus DEM Weighting Retail Retall
Line Above {see note below) Revenue | Revenue
per National Annual per line Annual per line
month | Average | Amount |permonth] Amount | per month
($ 711/ mo)] ($ /11 mo) [($ milllons)| ($/1/mo) |($ millions)| ($71¢ mo) [($ millions)i($ millions)
Alabama 224964218 3743 $ 931]S$ 6078 2248]|S$ 30}$ 11118 86818 1,500
Arizona 2415476 |$ 2887 $ 075|$ 929 |$ 320418 21 |8 07118 123218 1,225
Arkansas 1270,190 | $ 4225 $ 1412($ 450({$ 2054 (% S0($ 328($ 5261 % 803
California 20,199351 18 2194 § - $ 4027]% 1661}$ 38iSs 016)$ 6322]|$% 13,488
Colorado 23802328 2967 §$ 155198 62918 220118 26]$ 09118 12361$ 1465
Connecticut 2041315|8 2560 § - $ 497|$ 2028 |§ - $ - $ 1082|$% 1406
Detaware 497697 ($ 2508 § - $ 105($% 1766]8$ - $ - $ 237 1% 198
District of Columbia 813,735|% 1636 $ - $ 671]$ 613]$ - $ - $ 372|s 409
Florida 9,490,147 |$ 2477 $ - $ 2874|$% 2624|3 2818 025|% 4099}$ 5,860
Georgia 425147118 3116 §$ 30318 13378 26201(S$ 4118 081|$ 2085|8 2884
Hawaii 690,70218$ 2469 § - $ 18618 22443 - $ - $ 269 | $ 424
Idaho 633471 )8% 4135 $ 13221% 205|8% 2693 |$% 24|$ 312 | $ 321 | $ 329
inois 755620918 2466 $ - $ 124718 1375)$ 718 008($ 27018 4408
indiana . 3242405)9% 3018 $ 2061}$ 747 |$ 19208 5]% 0148 1177]8 2,070
lowa 162894418 3812 $ 1000]S 32618 1774158 ‘418 021]|$  "629|% 908
Kansas 1466538 |$§ 3728 § 916198 436 |$ 24778 418 234 | $ 629 ($ 904
Kentucky 1947323 |8% 3787 §$ 974}S$ 58518 2502:% 12218 053 $ 892 |$% 1,381
Louisiana 2288,139 |8 3127 $§ 315|S$ 738|% 2689|$ 461 S 167 | $ 871 |% 1552
Maine 755,744 |$ 3903 $ 1090|$ 242 |$ 267418 RLRE 10619 3021 9% 439
Marytand 3,292070{$ 2397 $ - $ 703|$ 17798 - $ - $ 141413 1942
Massachusetts 4148326 |$ 2278 § - $ 875)|% 1757}]$ o]s 000|$ 180418 2594
Michigan 5686093918 2790 § - $ 1267]|% 1801|$ 2018% 028|$ 1776 |$ 3949
Minnesota 2720511($ 3250 $ 438($ 612|$ 18761 % 1218 035(% 1075]{8$ 1557
Mississippi 124553218 4181 $ 1368;:$% 447 |$ 2991 ]S 18]$ 1191} $ 529} $ 872
Missouri 3052815|8 3261 $ 44918 813|8$ 221918 3418 093(% 1207]|% 1869
Montana 480,433 |$ 5379 $ 2566 |S 170|$ 29521(¢% 2418 42118 2391 $ 304
Nebraska 95353218 4010 $ 1197]$% 2331$ 2033} 1218 103}s$ 40018 688
Nevada 1,040,173 1S 2753 § - $ 193]$% 1550)% 71% 053]1% 1710}% 1,113
New Hampshire 744121 |$ 3162 § 349(S$ 24918 2791 | S 91% 0851% 4211% 419
New Jersey 5785830 |$% 2092 $ - $ 11471% 165218 il$ 002]% 284418 3345
New Mexico 840662 |% 3956 $ 1143]$ 280 |$ 27.73|$ 26\s 260 $ 448 | § 513
New York 11,885,732 1% 2280 $ - $ 3216|% 2236]$ 218 015]|% 4964|$ 8,208
North Carolina 4220030 |% 3275 $ 463($ 12338 2435(S$ 2418 047 |% 1781)|$ 2932
North Dakota 411747 |$ 65258 $ 2446|S 118|$ 2383 1% 91% 18318 1778 233
Ohio 6338646 |$ 2760 $ - $ 1385|1% 182118 518 006|S$ 239118 4791
Oidahoma 17948108 3682 §$ 870(S 519|$ 24081 $ 36|$ 168 $ 72518 1,033
Oregon 1849817 |% 3282 $ 463|S 521 |8 2347}8$ 2118 093]% g820{s$ 1,051
Pennsylvania 7569252|% 2643 $ - $ 1635|% 1800|$ 419 0041S$ 28318 4171
Rhode Island 608876 |$ 2345 $ - $ 138|$ 1894 (S - $ - s 2891 § 311
South Cardlina 19615438 3429 $ '6.16]S 69118 293618 32]s 1.35] 8 893}8 1429
South Dakota 415693 |8 5292 $ 2479 |$ 109§ 2186($ 6% 1241 8% 1921 $ 221
Tennessee 3,061932|$ 3297 $ 485($ 839|% 2283($ 8|$ 021|$ 12578 1817
Texas 10635340|$% 2851 $ 039($ 2945{% 2307!$ 901|Ss 07118 37438 6873
Utah 976,743]$ 2979 $ 166]$% 2261$ 1930]% 5]s% 04518 457 | $ 505
Vermont 373218 |$ 3864 $ 10521S$ 136/% 30261$ 818% 1771 8 19918 193
Virginia 4109142 |$ 2862 $ O050(|$S 1004($ 2035{$ 518 011(|$ 18718 2473
Washington 325064718 2794 $ - S 8218 2104} 28|s 0718 14188 2,004
West Virginia 916662 |$ 4301 $ 1489 |$ 3141% 2856|$ 2018 18118 384 |9 606
Wisconsin 30788738 3117 $ 305]|$ 6751 1828]$ 21| $ 056|$ 1041|$ 1858
Wyoming 27267018 5401 $ 258818 106|$ 32481S 1118 33313 1598 152
Total 159,815,048 $ 39853 $ 899 $ 653058 101,770
Maximum Value $ 2588
Minimum Value $ -
National Average $ 28.12 $ 2078

Note on embedded costs: These data are suggestive only, Statewide all-carrier data for switching costs have not been
calkculated. DEM weighting numbers for cost companies have been used instead. Therefore the results shown here are

very preliminary only.




